Alaska’s Clear and Equitable Share (ACES) Proposal
A Brief Review of the Governor’s Proposed Changes to Oil Taxation

This review is a simplified explanation of the fiscal impact of major issues addressed by
ACES. It is not intended to address every issue or to offer a complete technical discussion
of the major issues.

The ACES bill addresses four major items:
1. Base tax rate
2. A surcharge that increases revenue at higher oil prices
3. Tax credits, and
4. Information provided to the Department of Revenue.

1. Base Tax Rate. ACES raises the base tax rate from 22.5% to 25% of the profit on oil
production. ACES also increases the minimum tax to 10% of the gross value of oil
production (rather than profit) from the Prudhoe Bay and Kuparuk fields. PPT has a
sliding scale that eliminates the minimum tax when oil prices are $15 per barrel or less.
The ACES minimum tax rate offers better protection for the state (i.e., about 10% more
revenue than PPT) if oil prices fall to very low levels.

2. Surcharge. Under PPT, a surcharge adds 0.25% to the base tax rate when the profit
per barrel exceeds $40. ACES lowers the price level at which a surcharge is triggered, but
also reduces the surcharge rate when oil prices exceed the trigger point. Under ACES, the
surcharge adds 0.20% to the base tax rate when the profit per barrel exceeds $30.

The impact of changes to the base tax and surcharge are shown in Figure 1. ACES
produces a higher tax rate at net prices below $130 per barrel or above $145 per barrel.

Figure 1. Tax Rates Under Current Law and ACES
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As a rule of thumb, add $24 per barrel to the net prices shown in Figure 1 to obtain the
selling price of ANS crude. ACES calculates the surcharge on the average annual price
rather than monthly price as under PPT. Unless prices and production are highly volatile,
the change in methodology should have relatively little impact.

The relevant portion of the chart for the near-term is between $30 and $80 per barrel,
which is roughly equivalent to West Coast market prices of $54 to $104 per barrel. In that
range, the total tax rate under ACES would average about 3.5 percentage points higher
than under PPT. The maximum difference occurs when ANS crude sells for
approximately $64 per barrel (profit of $40 per barrel), which is near the Department of
Revenue’s mid-term forecast. Because the surcharge rate under ACES is lower than
under PPT, the difference in the total tax rate declines as the net price of oil increases.

The question begging discussion is whether ACES should be considered a tax increase.
Figure 1 clearly shows that production taxes are generally higher under ACES than under
PPT, but there is another factor to consider. That factor is that annual revenue under PPT
is about $800 million less than anticipated.

ACES will generate more state revenue than the tax system the legislature implemented
(PPT), but less state revenue than legislators thought they would get from the tax system
they implemented. Those that argued that PPT provides an insufficient amount of oil
revenue to the state will almost certainly point out that anticipated revenue under ACES
is below levels anticipated under PPT. These people will argue that ACES is not a tax
increase; it is a partial correction of a compromise that was based on inappropriate or
inaccurate information.

On the other side of the argument, people will focus on the share of revenue rather than
on the amount of revenue that goes to the state. State revenue under PPT is less than
anticipated because the profit per barrel is much less than anticipated. Legislative Finance
does not have the data required to determine whether or not actual shares of revenue are
close to what was anticipated under PPT, but it is obvious that unanticipated production
costs—which reduce profit and therefore reduce state revenue—do not accrue to the
producers. From the perspective that ACES has generally higher tax rates than PPT (so
increases the state share of revenue and reduces the share retained by producers at any
given levels of price and costs of production) it is clear that ACES is a tax increase.

Converting tax rates to revenue impacts provides a less accurate (but more interesting)
view. The following graphs are based on a simple model that holds production constant at
244 million barrels annually and deductible costs of production constant at $23.85 per
barrel—numbers based on data published in the Spring 2007 Revenue Sources Book.

Figure 2 shows that changes to the base and surcharge tax rates under ACES can be

expected to increase revenue by $450 million to $515 million annually in the $65 to $100
market price range. That amount is based on current levels of production and excludes
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the impact of potential changes to tax credits. Revenue under ACES (relative to PPT) will
fall if oil prices exceed $90, going negative at prices between $155 and $165.

Figure 2. State Revenue Change Under the ACES Proposal
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Figure 3 shows the sensitivity of revenue to changes in the base and surcharge tax rates.
Adopting a 25% base rate and a $30 trigger point without reducing the surcharge rate

Figure 3. State Revenue Change Under Variations of the ACES Proposal
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would generate significantly more revenue than PPT (or ACES) at all oil prices above
$60. Retaining a 22.5% base rate and 0.25% surcharge rate while adopting a trigger point
of $30 would generate less revenue than ACES at oil prices below $105, but more
revenue at higher oil prices.

With variations in the base rate, surcharge rate and trigger point(s), the revenue curve can
be designed to reflect whatever policy the legislature desires.

3. Tax Credits. Credits are arguably the most complex topic in the bill. A discussion of
the fiscal impact of changes to tax credits would require knowing the amount (and type)
of eligible credits that might be claimed. Legislative Finance does not have sufficient
information to make projections. It should be clear, however, that reducing credits will
increase revenue by more than indicated by a comparison of tax rates. In the figures
above, the ACES line would be higher than shown if producers were allowed to claim
fewer credits.

There are three types of tax credits. ACES makes a number of changes to tax credits as
discussed below:

1. Transitional Investment Credits. These credits are for eligible capital
expenditures incurred during the five years prior to the enactment of PPT.
Statements in the press argue that because past investment events cannot be
affected by changes to the production tax, these credits are essentially bonuses
that reduce the tax liability of the major producers. ACES eliminates transitional
credits.

Legislative Finance has no projection of the value of transitional credits that
would be claimed under PPT or the value of credits that ACES would eliminate,
but a few conceptual statements may clarify the analysis. The credits:
» are capped by time (they expire in 2013), by the amount invested in the
transition period and by the amount invested in future years.
» are not simply giveaways; they cannot be claimed without additional
investment.
* can be viewed as one-time bonuses that have no long-term impact on the
tax structure.
Lest these points be taken as supporting retention of the credits, it should be noted
that the credits are likely to cost the state several hundred million dollars in lost
revenue.

2. Direct tax credits. These credits are deducted directly from producers’ tax
liability. The state has little control over the amount of the direct credits applied;
they require no appropriation and are deducted from revenue projections.

Under ACES, tax credits remains at 20% of qualified capital expenditures, but no

more than half the credit may be applied in any single year. This change may
reduce volatility in the amount of credits applied in a given period and increase
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the accuracy of revenue forecasts, but it has no significant long-term fiscal
impact.

The allowable credit applied to a carried-forward annual loss is increased from
20% to 25% of the loss. This increase in available credits is offset by excluding
losses based on lease expenditures in legacy fields. Legislative Finance has no

projection of the fiscal impact of this change.

3. Transferable tax credits. These credits are generally applicable to small
producers who make qualified expenditures but whose current tax liability is
insufficient to apply the credits to their tax bill. Under PPT, small producers can
claim a cash refund or sell/transfer the credits to a producer with tax liability
sufficient to apply the credits. ACES eliminates the credits/refunds limit of $25
million per applicant per year.

ACES establishes a new fund designed to ease the process of claiming/purchasing
transferable tax credit certificates. Approximately $100 million to $200 million
(dependent on the price of oil) would be appropriated annually to the fund. The
Department of Revenue can use the fund to purchase eligible certificates,
presumably without further appropriation. If the Department expects to expend
the fund without further appropriation, a statement to that effect would reduce
uncertainty regarding the need for an appropriation from the fund and the status of
the fund with regard to the constitutionally mandated sweep of available general
fund balances to the Constitution Budget Reserve Fund.

An appropriation to purchase transferable credits was an item of contention in the
FY08 budget process. The governor proposed an open-ended appropriation to pay
for an estimated $25 million in claims. The legislature capped the appropriation at
$25 million, but left the appropriation for FY07 open-ended. Based on the amount
of credits purchased in FYQ7, a supplemental appropriation of $75 million may be
required for FY08.

4. Information requirements and other changes. ACES includes several significant
changes to the information that producers must provide to the state. The bill also includes
several technical and conforming changes, and addresses unscheduled production
interruption costs and auditing requirements of the Department. Explanation of these
topics is best left to the Department of Revenue; the fiscal impact of such changes is
minor relative to the impact of changes to tax rates and credits.
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